INTRODUCTION
Fairness opinions have become a regular feature of every major corporate control transaction. Whether in negotiated mergers, 1 freeze-out mergers, 2 hostile tender offers, 3 friendly tender offers, 4 self-tenders, 5 leveraged buyouts, 6 negotiated share repurchases, 7 or negotiated sales of treasury stock, 8 directors seek the blessing of investment banks before approving transactions or adopting defensive measures. These banks give their blessings in the form of fairness opinions, which usually consist of short letters that state an opinion about whether a proposed transaction is "fair" or "adequate." 9 In addition, the banks often give presenta-tions to boards of directors in which the banks justify and explain their opinions. 10 One reason why corporate directors obtain fairness opinions is to help persuade shareholders to approve transactions.II More importantly, however, directors obtain fairness opinions in order to satisfy their fiduciary obligations. 1 2 Indeed, courts have indicated that they give weight to fairness opinions in their analyses of fiduciary obligation. For example, in Tanzer Economic Associates Profit Sharing Plan v. Universal Food Specialties, Inc., a New York court relied on a fairness opinion obtained by the defendants, concluding that " [i] t is apparent that [the teims of the freeze-out constitute] no palpable or gross undervaluation, which on its face would shock the conscience of the Court."' 3 In Cottle v. Storer Communication, Inc. the Eleventh Circuit noted that " [t] he fact that the board consulted [an investment bank] simply weighs in favor of finding that the directors did not abuse their discretion."'1 4 And in Smith v. Van Gorkom, the court, in holding that the directors violated their duty of care, emphasized the directors' failure to obtain a fairness opinion. ' 5 This Article analyzes the problems with judicial reliance on fairness opinions and considers the extent to which courts should give weight to such opinions. One aim of the Article is constructive-to suggest a judicial approach that may improve the reliability of fairness opinions; an-"inadequate from a financial point of view"); Alleghany Corp. & Investors Diversified Servs. Inc., Joint Proxy Statement annexes III, IV (Mar. 29, 1979) (merger is "fair from a financial standpoint" and "fair from a financial point of view," respectively); UOP Inc., Proxy Statement app. D (May 5, 1978) (merger is "fair and equitable").
10. See Dec. 7, 1977 , at 7, col. 1 (obtaining independent financial advice before making tender offer factor in holding that directors discharged fiduciary duties).
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other is critical-to show the limitations of possible improvements and, accordingly, to warn against excessive reliance on fairness opinions.
The first two parts of this Article systematically analyze the problems with fairness opinions. Part I shows that investment banks possess significant discretion in issuing fairness opinions. One source of this discretion lies in alternative definitions of "fair price." Another lies in the alternative ways of measuring fair price, however defined. As a result, investment banks have a choice among several widely disparate estimates of fair price, all of which are justifiable.
Part H examines the conflicts of interest that investment banks face in issuing fairness opinions. Conflicts of interest derive from the investment banks' fee structure, from their desire to retain and attract clients, and possibly also from the bankers' psychological loyalty to managers. These conflicts encourage investment banks to render the opinions most conducive to the interests of the managers that hired them, and iot those that best reflect the bankers' genuine beliefs. This part further argues that neither reputational concerns nor internal procedures and guidelines will significantly diminish this problem.
Part IH suggests a judicial approach to fairness opinions. This approach describes how courts should scrutinize the definition of fairness, the measurement of fair price, and the banker-company relationship; the approach also suggests that courts should exercise substantial residual caution and limit their reliance on fairness opinions.
I. THE PROBLEM OF DISCRETION
In this part, we show that investment banks possess substantial discretion in determining what prices are "fair" to shareholders. Because of this discretion, investment banks can arrive at widely differing estimates of "fair price," all of which would be reasonable and none of which could be shown to be "wrong" (or unfair) under objective criteria. 1 6 That financial analysts can regard widely differing figures as "fair" is problematic for two reasons. First, the subjective nature of fairness opinions reduces their value. Even if an investment bank rendered an opinion based on its genuine beliefs about fair price, that would be just one bank's opinion. Since other analysts could (legitimately) arrive at very different opinions, no single opinion should receive excessive weight. Second, and more importantly, this discretion enables investment banks to act opportunistically. Investment bankers can formulate fairness opinions serving their and the managers' interests, rather than ones reflecting their best judgments of fair price. And, as the next part points out, investment banks have strong incentives to write opinions that satisfy the managers who hire them and negotiate their fees.
Investment banks' discretion in fashioning fairness opinions derives from two main sources. First, as section A argues, the concept of fair price is ill-defined. Second, as section B shows, even financial analysts who use the same definition of fairness can differ in their assessments of fair price, because of the subjective nature of the estimation process.
A. The Definitional Problem
Underlying the differences in analysts' fair-price estimates is a conceptual confusion about the definition of fair price."' Courts have failed to specify which definition of fair price investment banks should use, 19 and investment banks generally do not disclose which definition of fair price they have used; 20 their fairness opinions simply state that prices are "fair from a financial point of view" 21 or "inadequate." Different definitions can, however, lead to significantly different estimates. 23 Since a variety ofjustitlable definitions of fair price have been proposed, this definitional problem can be quite complex.
In addition, the suitability of any one definition depends on the kind actions be found fair by two independent investment banks). Even multiple fairness opinions, however, might not provide much information, because of the potentially wide discrepancies in price estimates. Furthermore, shareholders must bear the higher costs of multiple opinions. 18. Fair price is sometimes defined as the price at which a rational buyer with knowledge of the relevant facts would sell the shares in an arm's-length transaction. Take, for example, a company facing an acquisition offer. The buyers might seek to acquire the company through a merger, a friendly tender offer, or a hostile tender offer. In this acquisition context, commentators have suggested a variety of definitions of fair price. First, fair price could refer to the value of the company as an independent entity-i.e., its value if it does not engage in the proposed acquisition or any other. 26 One may seek to justify this definition of value as being most relevant to the choice facing the shareholders: should they approve the merger, tender the shares, and receive the value offered, or should they reject the merger and (at least for the moment) remain an independent entity? Second, some have suggested that fair price should be defined as the value shareholders would receive if their company were auctioned off to the highest bidder. 27 While shareholders do not necessarily have this choice, there is no reason in principle why a company should not be auctioned off if that would enable shareholders to obtain a higher price. Consequently, any price below the value that shareholders would receive in an auction is arguably "unfair" to the shareholders.
A third definition of fair price might be the value that bilateral, arm's-length bargaining would yield. 28 This value is useful because it 24. See, eg. Chazen, supra note 1, at 1443-50 (proposing different fairness standards for nonnegotiated acquisitions by controlling shareholders, negotiated acquisitions by controlling shareholders, and acquisitions by unaffiliated purchasers). Making the definition of fair price dependent on the type of transaction in question poses the danger that banks will manipulate definitions to favor management. For example, an opinion that the terms of a merger are fair apparently means that the price is within a range of fair prices, but not the highest price attainable. See Chazen, Friedman & Feuerstein, supra note 21, at 147. But an opinion that the terms of a hostile takeover bid are inadequate merely signifies that, even though the terms are fair, better terms can be obtained. shows shareholders whether they might be better off not selling but rather returning to the bargaining table or waiting for another bid. 29 This value also shows whether managers adequately represented shareholders in negotiating transaction terms and in structuring takeover defenses. In particular, use of this definition can indicate whether or not a conflict of interest affected managers during negotiation. 30 Moreover, if an acquisition creates unique gains that would not arise from acquisition by another party, bargaining would arguably lead to a fair division of these gains.
This list of definitions is not meant to be exhaustive; indeed, some may advance several other definitions of fair price, such as the value of the company's net assets 31 or the value of the company as an independent entity plus a fraction of any gains resulting from the acquisition. Moreover, one can combine these definitions to form new definitions: fair price, for example, can be defined as the average of several definitions, under the argument that each definition captures one aspect of value. 3 2 The appropriateness of any definition also might depend on the context of the acquisition in question. If several suitors showed interest in a company, an auction price might arguably be more appropriate than the independent value of the company; 33 unique gains, the negotiation price might arguably be more appropriate than the auction price. Another factor that investment banks apparently consider relevant is whether a bank renders a fairness opinion in a friendly or a hostile deal. In the former, the opinion indicates whether a reasonably prudent board could accept the offered terms; 34 in the latter, it states whether the bank believes that a better offer can be obtained. 3 5 Turning from acquisitions to other transactions, it seems that every type of transaction might require a different definition of fair price. Take freeze-out mergers as an example. In these mergers, fair price might focus on the company's value as an independent entity, 3 6 as the market price of the minority shares, 37 or as the price the minority shares would receive if auctioned off as a block. 38 In addition, one might add to any of these measures a fraction of any freeze-out gains 39 that might arise, or an appropriation for the tax expenses and reinvestment transaction costs 4°t hat minority shareholders must incur. 4 38. See Chazen, Friedman & Feuerstein, supra note 21, at 160 (price obtainable for minority shares as block provides possible measure of fair price). These authors believe that the block price would be below the market price, since investors would have to sell at a liquidity discount. If the same person owned all the minority shares, however, he would have greater incentives and abilities to monitor the majority shareholders. In such a case, the majority would presumably be less able to divert gains from the minority, and the minority stock's block price might exceed the value of the stock to dispersed investors. 41. In other transactions, different definitions of fair price can be justified. For example, in a management buyout, fair price might mean: a company's independent value, the market price of the shares; the price obtainable in an auction; the independent value plus a fraction of the gains expected from the buyout (eg., tax savings from increased leverage and gains from improved incentives to managers); or the value of the company assuming management made all changes it planned to make after the buyout (which would include tax savings from increased leverage but might not include gains from improved incentives to managers). Cf. Lowenstein, ,anagement Buyouts; 85 COLUM. L. REv. 730, 779-84 (1985) (arguing for an auction rule in leveraged buyouts).
See
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Investment bankers are free to choose from any of these definitions. 4 2 In part III we will suggest a twofold approach to help solve the definitional problem: first, courts should clarify which definitions of fair price they view as legitimate; second, investment banks should state the definitions underlying their opinions. As explained below, however, the definitional problem is not the only source of bankers' discretion. Even in the absence of this definitional problem, investment banks would still retain significant discretion because of the measurement problem.
B. The Measurement Problem
Even financial analyses that employ the same definition of fair price can arrive at widely differing results. 43 To measure fair price, however defined, any analysis must make a variety of simplifications, assumptions, and estimates. Since analysts simplify, assume, and estimate in different ways" that are all reasonable and justifiable, they often arrive at different estimates of fair price. 4 5 Assume, for example, that the appropriate definition of fair price is a company's independent value. An analyst must first decide whether he should estimate this value by the value of the company's net assets, 46 the discounted value of the company's future profits, 47 a multiple of past earnings, 4 price, 5° or some average of these measures.
51
Suppose the analyst decides to estimate the company's value by the discounted value of its future profits. She must then collect information on which to base his estimates. At this stage, the analyst determines the appropriate information sources, the required amount of information, the accuracy of any company-supplied information, and the necessity of independently verifying that information.
Based on this information, the analyst must make assumptions about increases in company costs, revenues, 52 and future tax rates. 53 These assumptions, in turn, depend on such unpredictable variables as future inflation rates, new product development, market competition, and the general political climate. Moreover, the analyst might have to repeat her calculations for each of a company's product lines.
Finally, the analyst must estimate the discount rate for future profits. Assume that the analyst decides to use the capital asset pricing model to determine the discount rate. Even if she wanted to apply the same discount rate in each time period and to each item of revenue and cost, she would have to determine the risk-free rate, calculate the covariance of cash flows with the company's market portfolio, and estimate the market risk premium. 4 Assume that the impossible happens and two analysts agree that a company will have profits of $100,000 in each coming year, but one analyst determines that the proper discount rate is eight percent a year while the other believes the proper rate is ten percent a year. This two percent difference in the discount rates will result in estimates that diverge by twenty-five percent. The first analyst will estimate the company's value at $1,250,000, while the second analyst will estimate it at $1,000,000 5 Of course, if the analysts do not agree on the amount of future profits, 55. One can obtain the present value of such a cash flow by dividing the annual flow by the difference between the discount rate and the absolute rate of growth of the cash flow.
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their estimates might be even further apart. 5 6 For example, if the first analyst thinks profits will grow at an annual rate of four percent, and the second analyst thinks they will grow at only two percent, their respective estimates will be $2,500,000 and $1,250,000. These analyses-both legitimate under prevailing standards---would produce very different conclusions about whether a price of, say, $2,000,000 is fair.
A different definition of fair price could complicate the estimation process even more. Assume, for example, that fair price is defined as the result of takeover negotiations conducted bilaterally and at arm's length, which presumably includes part of the net gains from an acquisition. Assume that an analyst hired by the acquiring corporation first estimates the value of the acquiring company as an independent entity. Next, he estimates the value of the target company as an independent entity and the value of both companies together. From these three figures, the analyst then calculates the net gains from the transaction.
Estimating the value of the target company and of both companies together creates even greater leeway than estimating just the value of the acquiring company. The analyst will ordinarily have less informationand will thus be forced to make more estimates-about the target company than about the company that hired him. Similarly, the analyst will often not know how the surviving company will be managed, and even if he did, determining the effects on value would leave a wide margin of tolerance.
Finally, in deciding how to split the net gains from the acquisition, the analyst can justify the-use of several estimation methods. The analyst might assess how companies in other transactions have split gains; alternatively, he might assume that gains would be divided equally, on a perdollar basis, 57 on a percentage of independent value basis, 58 or on some other basis.
In sum, however fair price is defined, an investment bank might base its estimate on a variety of justifiable information sources, assumptions, and measurement techniques. 5 9 By relying on different sources of infor-56. Statistically independent estimates of each item would limit differences between analysts' estimates as a whole. The estimates on each item would tend to balance the estimate as a whole: an analyst who makes a relatively high estimate of the profits on product A might make a relatively low estimate of the profits on product B.
There are, however, two reasons to believe that estimates on each item are not independent. First, some analysts might take a generally positive or negative approach to the developments in the company's industry or the economy in general. Second, as part III will show, analysts have incentives to arrive at price estimates that satisfy the managers that hired them.
57. See Brudney & Chirelstein, supra note 39, at 316.
58. See id. at 320-21.
59.
Even if an analyst regards the stock price as the fair price, he must decide whether to include or ignore several factors: a prospective transaction's impact, the timing of disclosure for that mation, making different assumptions, and using different techniques, banks might arrive at widely different results. Even if no definitional problem existed, investment banks would retain significant discretion.
II. THE PROBLEM OF CONFLICTS OF ITEREST
The existence of substantial discretion would present significant problems to those wishing to rely on fairness opinions even if bankers faced no conflict of interest. Even if all bankers sought to render opinions best reflecting their judgment, the presence of discretion would imply that any one opinion might only reflect one banker's opinion and, as such, differ markedly from opinions that other analysts would reach. As this part explains, however, the existence of discretion presents an espedally severe problem because bankers do face significant conflicts of interest. Bankers are thus likely to use their discretion to render opinions that serve the interests of managers. By managers, we refer to those officers and directors of corporations who wield the power to select investment bankers and set their compensation schemes. 6 0 For example, if managers want shareholders to approve a merger, banks will tend to conclude that the merger terms are fair. On the other hand, if managers want to adopt defenses to a hostile takeover, banks will tend to conclude that the proposed takeover terms are unfair.
This Part demonstrates the pervasiveness of such conflicts of interest by analyzing their sources and by refuting the alleged grounds for the independence of investment bankers. The Part first considers in detail the causes of conflicts of interest: the fee structure for compensating investment banks and the incentives that structure creates, the banks' desire to retain and attract clients, and psychological and social factors. Lastly, this Part argues that investment banks' reputational concerns and internal procedures will not eliminate these conflicts of interest. Secret, N.Y. Times, June 8, 1986, § 3, at 2, col. 3; Longstreth, supra note 42, at 3, cols. 3-4; see also Fischel, supra note 14, at 1453 (some experts always willing to opine that price significantly higher than share price is fair). Thus, the contribution of this part lies not in the novelty of its claim that a conflict-of-interest problem exists but rather in its systematic analysis of the factors producing this problem. 
A. The Fee Structure
One reason why investment banks have an incentive to write fairness opinions consistent with managerial desires stems from the fee structure under which banks are compensated. An investment bank generally does more than just write the fairness opinion for a transaction; the same bank often controls other financial aspects of the transaction. 6 1 For example, in a merger, a bank writing a fairness opinion might also give a company general financial advice; 62 in a hostile takeover defense, the bank might arrange financial aspects of a lock-up option63 or a poison pill. 6 4
Although banks often receive a fixed fee for fairness opinions, 6 5 other fees that investment banks receive are frequently contingent. 66 For example, in many friendly deals, a significant fraction of the total fee is payable on the condition that the transaction is consummated, 67 and the size of this contingent fee may depend on the company's sale price. 6 lenge, 69 on the bank's recruitment of a white knight, 70 or on the company's making the fairness opinion public. 7 1 Fees contingent on a transaction's consummation create enormous incentives for investment bankers to help execute deals. 72 In such situations, investment banks face two alternatives: they can earn contingent fees if they characterize management proposals as fair, or they can garner modest fees if deals collapse as a result of their opinions. 73 For instance, in the merger of Cleveland Electric and Toledo Edison, Morgan Stanley was to receive $3.794 million if the companies actually merged, but only $350,000 otherwise. 74 In the acquisition of Allied Stores by Campeau, Goldman Sachs was to receive a straight fee of $1 million and an additional fee in the amount of one-third of one percent (estimated to be $13 million) of the total price paid for Allied shares, minus the $1 million straight fee.
75
Another example is the involvement of Smith Barney in Dynamics' hostile tender offer and proxy contest for CTS. CTS retained the bank to write a fairness opinion on the tender offer and to give other financial advice. 76 If Dynamics, the hostile raider, lost the proxy contest, Smith Barney would receive a bonus of $75,000. 7 7 Thus, Smith Barney had an incentive to find the tender offer unfair. If Smith Barney had found the tender offer fair, Dynamics would have been more likely to win the contest and the bank would have lost its bonus. Similarly, if a bank's fees are contingent on the appearance of a white knight the bank has incentives to find the original raider's offer unfair; if fees are contingent on the opin- 73. To be sure, an investment bank's judgment that a price is unfair does not necessarily destroy a deal; nor does an opinion that the proposed terms are fair ensure a transaction's consummation. As long as a favorable opinion increases the chances of a deal's consummation, though, investment banks will face the incentives we describe.
74 ion's publication, a bank will have an incentive to render an opinion favorable to management interests. Since banks are compensated primarily for services other than writing fairness opinions, they have incentives to render pro-management opinions even in situations involving noncontingent fees, because such opinions will typically generate more work than opposition opinions. 78 For example, a merger-killing negative opinion will destroy all the business that a merger would have created for a bank. Thus, even under a noncontingent fee scheme, banks' pro-management opinions create higher revenues (and profits). The difference in incentives between contingent and noncontingent fees is therefore only a matter of degree: investment banks compensated on the basis of work performed will face smaller (but still positive) incentives to generate pro-management opinions than will banks compensated on a contingent basis. 79 Some investment bankers and commentators argue that contingent fees operate in a different way: under a compensation scheme that makes fees a percentage of the final deal price, banks maximize fees by seeking high prices. 8 0 Thus, the scheme provides banks with incentives to find deals unfair in order to induce higher sales prices. However, only contingent fees that depend on final sales prices ("percentage fees") provide such countervailing incentives to a seller's investment bank, and fees are often contingent on other factors."' For example, they can be contingent on a deal's execution but not be derived from the price payable to shareholders. 8 2 Such contingent fees create no countervailing incentives, and purchase prices under such a scheme are not likely to increase.
78.
Management might desire an opinion that a particular merger proposal or tender offer is unfair in order to justify defensive tactics. In some cases, the fees that banks can earn in the prevented corporate control transactions might be larger than the fees from structuring the defenses. Even in such cases, though, investment banks will have an incentive to render the opinion desired by management. If the bank were to issue an opinion favoring the transaction, management would in all likelihood not retain the writing bank for the control transaction, and the bank would not profit from larger fees. If the bank writes the opinion desired by management, it will at least earn the small fees for structuring the defenses.
79. Incentives to write pro-management opinions under a contingent fee system will be larger than those generated under a noncontingent fee system only if an investment bank has worked on a deal prior to writing the fairness opinion at issue. In such a case, the fairness opinion will affect both the expected profits from any work to be done in the future and the compensation for work already completed. If, however, the bank has rendered no other services before writing the fairness opinion, incentives under both compensation systems should be equal. Under either system, the fairness opinion will affect expected profits from work to be done in the future, and there is no reason to assume that these expected profits are larger if the bank is compensated on a contingency basis.
80. See e.g., Fleischer, supra note 34, at 2, col. 4 (contingent fees act as incentive for investment banks to obtain highest possible price).
81. Moreover, even with respect to percentage fees, a bank that rejects a proposed price as unfair must consider the possibility that such a rejection will jeopardize the entire deal. 8 3 An attempt to push up the price will pay only if the likelihood of killing the deal is relatively small. Assume, for example, that an investment bank stands to receive 0.1% of the purchase price on consummation of a deal. A bank would benefit from trying to raise the price from $100 million to $110 million only if the probability of killing the deal were less than approximately 10%. Thus, even with percentage fees, banks often would not attempt to increase purchase prices.
In summary, both contingent and noncontingent fee structures create incentives for investment banks to write opinions aligned with management interests. Under contingent fee structures, pro-management opinions increase the likelihood that the specified contingencies will take place; under noncontingent fee schemes, such opinions increase the amount of work available to the writing, bank. In both cases, pro-management opinions increase investment banks' revenues.
B. The Desire to Attract and Retain Clients
Assume, as before, that an investment bank receives 0.1% of the purchase price if a potential sale is consummated. Assume further that the bank perceives only a 5% chance that increasing the price from $100 million to, $110 million will kill the transaction. A bank attempting to maximize its fees should try to increase the purchase price, because the expected fee from the sale would increase from $100,000 to $104,500.
In each transaction, however, an investment bank must consider both the possible fees from this particular transaction and the impact of that transaction on future business. Investment banks have an incentive to write opinions that attract future clients. The ultimate question, then, remains: what do clients want from investment banks when they retain them to write fairness opinions? Investment banks that deliver what clients want will attract futuW business; investment banks that do not, will not.
Although formally an investment bank's clients are corporations themselves, it is certain officers and directors-referred to here as managers-who select investment banks. Since managers decide which investment banks to hire, banks will attract business by satisfying managers. Because managers are likely to be well informed about an investment 83. Note that fees of investment banks representing buyers are sometimes a percentage of the sales price. See egg, Carrington, supra note 68, at 29, col. 4 (First Boston, representing du Pont in its bid for Conoco, received 0.2% of sales price as fee). Apparently, in these instances, buyers do not believe that such fees create strong incentives for investment banks to increase sales prices.
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bank's reputation and its approach to fairness opinions, the bank's performance affects its future employment prospects with both its present client and other potential clients. In particular, one would imagine that word would quickly spread if an investment bank killed a deal by trying to increase the purchase price of a corporation. Furthermore, major law firms retained by managers provide information about the reputation of, most investment banks. Thus, incentives created by investment banks' desire to be hired for future transactions are potentially much stronger than incentives created by fee structures in an individual transaction.
Because investment banks have strong incentives to satisfy managers, fairness opinions are unlikely to serve as an effective independent check on managerial activity. To the contrary, the desire to retain and attract clients will lead investment banks to write the fairness opinions that managers wish to see. Banks that adapt their fairness opinions to the wishes of managers will tend to be rehired, whereas banks that write contrary opinions are less likely to be retained.
C. Psychological and Social Factors
The psychological and social loyalty that investment bankers sometimes feel toward managers reinforces the economic incentives created by the fee structure and by the desire to retain and attract clients. Because many investment bankers personally know the managers who hired them,8 bankers tend to feel more sympathetic to managers than to shareholders and tend to place greater weight on managerial goals and views. As a result, fairness opinions often favor managerial interests. 8 5 Even in the absence.of personal relations between bankers and managers, though, many transactions create an atmosphere of common purpose that tends to reduce bankers' objectivity. 8 6 For instance, a bank evaluating a transaction may have assisted managers in creating and structuring that transaction. 7 Or, a bank retained to defend against a hostile takeover might help to search for a white knight. 8 stances, bankers and managers share a team spirit, 8 9 even a siege mentality. In addition, banks and corporations often establish continuing relationships that add to this collaborative atmosphere. 90 These relationships may lead bankers to give undue weight to managers' goals, at the cost of shareholder interests.
D. Objections to the Analysis
This section discusses and rejects the commonly given reasons why bankers are likely to write fairness opinions that reflect their best, unbiased judgments. In particular, the section argues: first, that a concern for professional reputation does not lead investment banks to render unbiased fairness opinions, and second, that internal procedures and guidelines fail to eliminate the conflicts of interest facing investment banks.
Pmfessional Reputation.
One familiar argument holds that investment banks' desire to maintain a professional reputation may lead them to provide unbiased fairness opinions. A professional reputation for quality work is an important asset to an investment bank, so the argument goes, and banks might well be reluctant to jeopardize such a reputation by writing biased opinions. Managers use these opinions to convince courts that fiduciary duties have been met and to persuade shareholders to approve transactions. 91 Since courts and shareholders would place less weight on fairness opinions known to be biased, banks have a clear interest in upholding their reputation for unbiased opinions.
Courts, however, have not indicated that they pay close attention to the trustworthiness of fairness opinions written by specific banks. 92 Rather, courts fail to differentiate among investment banks as long as 
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those banks have sufficient credentials. 93 Furthermore, to the extent that courts do pay attention to professional reputation, they are likely to evaluate fairness opinions on the basis of a bank's general reputation rather than on the basis of its reputation with respect to fairness opinions. 9 4 Shareholders, while they might pay more attention to the general reputation of investment banks, are likely to have less specific information about investment banks than managers have. Shareholders are, at most, aware of the general reputation of investment banks, 95 and this knowledge alone should not preclude managers from selecting an investment bank that is willing to write a pro-management opinion. 96 Thus, investment banks that enjoy a broad reputation for providing high-quality work will still have incentives to write pro-management fairness opinions.
To maintain credibility with courts and shareholders, investment banks need only avoid writing fairness opinions that they cannot reasonably justify. That is, investment banks must not opine that utterly unreasonable prices are fair or that clearly fair prices are inadequate. If a particular bank's opinions were repeatedly outside this range of legitimate fair prices, its reputation would decline so noticeably that courts and shareholders would give less weight to its opinions. As part I points out, however, such a reasonableness requirement imposes only a limited constraint on choices available to investment banks; banks may still write pro-management opinions as long as their opinions remain within this range of legitimate fair prices.
Internal Procedures and Guidelines.
One might also argue that internal procedures and guidelines ensure that investment banks write unbiased opinions. A bank will issue fairness opinions only according to these procedures and guidelines. For example, some investment 96. One might wonder why courts and shareholders do not pay closer attention to the reputation of investment banks. One reason why courts do not scrutinize reputation might be that legally admissible evidence will not provide a reliable picture of reputation. Another possible reason is that all reputable investment banks give pro-management fairness opinions. Thus, a court could not denounce a particular bank's behavior as different from the norm; all that courts could possibly do is to criticize the behavior of the whole investment banking industry. Shareholders, of course, lack the incentives to acquire information about the reputation of investment banks, because most of them own only a small fraction of a company's shares and because their vote is unlikely to make a difference. 
FAIRNESS OPINIONS
banks have established internal committees that monitor the issuance of fairness opinions. 9 7 A primary reason for establishing these procedures or guidelines, however, is to ensure that individual bankers act in the interest of the investment bank as a whole. 98 If it is in the interest of the bank itself to write pro-management opinions, procedures and guidelines will direct employees to do the same. Internal procedures and guidelines thus should tend to produce fairness opinions that increase fees and help to retain and attract cients. 99 To be sure, guidelines and procedures have some beneficial effect on the quality of fairness opinions. In order to maintain a professional reputation, banks are likely to write guidelines and procedures ensuring that all fairness opinions have a reasonable basis.'°° Furthermore, internal procedures and guidelines might try to limit the psychological and social factors which lead individual bankers to issue an opinion that is more pro-management than is in the bank's interest. However, the incentives to render pro-management opinions that are created by the fee structure and the desire to retain and attract clients affect the interest of the bank itself, rather than only the interests of individual bankers. Therefore, internal procedures and guidelines should be expected to solidify, rather than reduce, the force of these pro-management incentives.
97.
Shearson Lehman Hutton has a committee that monitors all fairness opinions before they are issued. Confidential interview, supra note 66.
98. Another reason, presumably, is to avoid legal liability arising from fairness opinions. In that case, the procedures and guidelines can be expected to reach as far as potential legal liability. But to establish liability shareholders must establish that the investment banker knowingly misrepresented the contents of a fairness opinion. See Note, supra note 12, at 128-30 (reviewing the standards for investment banker liability under both federal and state law). Even under a negligence rule, investment bankers would not be liable for a fairness opinion that could be reasonably justified.
99. The various formulations iud in fairness opinions might illustrate how guidelines can produce pro-management opinions. In mergers, fairness opinions conventionally state whether the terms are fair, Le., within a range of values a reasonable prudent board would accept. In hostile tender offers, fairness opinions state whether the terms are adequate, i.e., whether better terms could be obtained. See Weiss, supra note 24, at 256. Since terms must generally be higher to be adequate than to be fair, terms that are fair in mergers (which the managers generally like to approve) are inadequate in hostile tender offers (which the managers generally do not like to approve). The lack of specific guidelines can also serve these purposes. Shearson Lehman Hutton, for example, has no written guidelines and no fixed standards for issuing fairness opinions. Rather, each case is evaluated individually. Confidential interview, supra note 66. Such an ad hoc approach would enable a bank, if it so desired, to conform the content of the fairness opinion to the wishes of the management.
100. For instance, Shearson Lehman Hutton considers various measures of fairness before it issues a fairness opinion. Confidential interview, supra note 66.
III. A RECOMMENDED JUDICIAL APPROACH
This part suggests a judicial approach for dealing with the problems analyzed above. By following this approach, courts can reduce both the discretion that investment banks currently possess and the conflicts of interest that they face. Sections A, B, and C explain, respectively, how courts should scrutinize the definition of fairness, the measurement of fair price, and the banker-company relationship. Finally, Section D suggests that, even with such scrutiny, courts should still exercise substantial residual caution in dealing with fairness opinions.
A. Scrutinizing the Definition of Fair Price
The two most natural ways to attack the mutiple-definition problem are: first, for courts to clarify the definitions of fairness that banks should use while preparing opinions, and second, for banks to disclose the definition underlying each opinion. Courts should recognize the conceptual confusion that surrounds the definition of fairness and try to build a system of definitions through precedent. These precedents will, over time, establish definitions appropriate to each context. Although these precedents alone may not eliminate all uncertainty about the proper definition of fairness, it is likely to reduce the range of definitions that are arguably proper in any one transaction.
In particular, courts should examine the different standards that investment banks use to evaluate friendly deals and hostile deals. In friendly transactions, banks couch opinions in terms of fairness (Would a rational board accept the offer?), whereas in hostile deals banks evaluate offers in terms of adequacy (Can a higher offer be obtained?). 0 1 Unless courts conclude that these different standards are warranted, they should not give weight to fairness opinions written in this fashion. 1°2 At the same time, courts should require that investment banks explicitly state the definitions of fairness used in preparing their opinions. Banks should be free to use several definitions if they so desire; in that case, however, banks should state under which definitions the price is fair, and under which definitions the price is unfair. For example, an opinion should not state that a price is fair from a financial point of view; rather, it should state that the price is fair compared to the pre-mergerannouncement stock price or fair compared to the price the company would carry in an auction. 10 3 The inclusion of explicit definitions of fairness will assist judicial analysis of fairness opinions. The respect accorded any given fairness opinion should depend on whether the definitions used in the opinion's preparation conform to the appropriate contextual definitions. Thus, if courts have established a proper definition, investment banks will know exactly how to prepare opinions that the courts will respect. But even if such a definition is not judicially established when a fairness opinion is written, courts will be able to judge the extent to which the definition used deviates from the proper definition and then decide how much weight to give the fairness opinion.
This approach is not overly demanding. It neither requires that fairness opinions use the judicially established definitions nor requires that companies obtain fairness opinions. If, however, a company does obtain a fairness opinion, the opinion should explicitly state the definitions it uses. And, as courts determine which definitions are proper, they should indicate them to enable companies to obtain opinions based on those definitions, and courts should give weight only to opinions that use such definitions.
B. Scrutinizing the Measurement of Fair Price
The problem of evaluating bankers' measurement processes is more difficult to solve. Price estimates are inherently imprecise. Courts are unable (and should not attempt) to specify in advance what assumptions bankers should make and what valuation techniques they should use. 1°4 Rather, courts should weigh an opinion depending on whether it states a range of fair prices°5 and on the extent to which its conclusion is sensitive to its assumptions. Thereby, fairness opinions will convey more information and investment banks will have less discretion.
103.
One might wonder why investment bankers have not themselves clarified the definitions of fair price. One reason why the confusion has remained might be, as we suggested in part II, that managers benefit from it: the less defined the concept of fair price, the higher the discretion to the investment bankers, and the greater their opportunity to arrive at a satisfactory opinion.
104. Cf Weinberger v. UOP, Inc., 457 A.2d 701, 713 (Del. 1983) (all generally accepted valuation techniques may be used to estimate fair value for purposes of appraisal rights). Note that the standard for fairness opinions should be based on valuation techniques used in estimating prices for purposes other than fairness opinions. If the standards were based on techniques used solely for fairness opinions, the investment banking industry would tend to develop standards that would make it easy to render pro-management opinions.
105. Investment banks are often reluctant to specify numbers for fair prices. Chazen, Friedman & Feuerstein, supra note 21, at 146. However, in some cases, they are apparently willing to give ranges of fair prices. 
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In concluding that a price is fair without giving a range of prices, banks can base opinions on barely reasonable assumptions. For example, if reasonable fair stock prices for a company involved in a merger range from $50 to $90 per share, a bank will have no difficulty in justifying an opinion that a merger price of $55 is fair. If banks are forced to give a range of fair prices, however, it will become harder for them to make bad deals look good. Because assumptions become more difficult to justify as they become more extreme, banks will be unable to come up with arbitrary price ranges. For instance, a bank might arrive at $50 to $70 as a fair price range, with the merger price of $55 close to the bottom of this range. With a lower price range, however (say, $45 to $65), the bank might open itself to attack with respect to the (fairly unreasonable) assumptions that resulted in a $45 estimate. In such an example, directors would incur the risk of censure for accepting a blatantly biased fairness opinion, and banks would incur the risk of gaining a reputation for rendering unreasonable opinions.
Analyzing the sensitivity of price estimates to assumptions serves the same purpose as requiring specification of fair-price ranges. In performing sensitivity analyses, analysts construct a base scenario and then show how the outcome of that scenario varies with changes in assumptions. 1 0 6 In showing how estimates change as assumptions vary, this analysis indicates the type of assumptions one must make for a seemingly fair price to become unfair. A sensitivity analysis, like specification of price ranges, will tend to show how fair or unfair a price is, not merely whether the price is fair or not.
In giving weight to fairness opinions, courts should consider whether a corporation's directors have been told a range of fair prices and the results of a sensitivity analysis. Take a hostile tender offer as an example: if directors approve a defensive measure, a fairness opinion should receive greater weight if the directors were informed that the hostile bid was significantly below the range of fair prices and would remain below such a range even if certain (specified) assumptions were modified, and less weight if directors were merely told that the price was inadequate, was in the middle of the range of fair prices, or was unfair under some "reasonable" assumptions but fair under other "reasonable" assumptions.
Finally, in certain sufficiently unusual situations, courts should be willing even to engage in an independent review of the reasonableness of the assumptions and techniques 0 7 used to prepare fairness opinions and, in turn, the reasonableness of directors' reliance on those opinions. 1 0°8 Such scrutiny, of course, requires that banks disclose their assumptions and techniques to directors and to courtsY°9
However, even if all these steps are taken, investment banks will retain a significant amount of discretion. Bankers can reasonably differ on the upper and lower limits of fair price ranges and on methods of performing sensitivity analyses. And courts must allow directors to rely on a variety of reasonable assumptions and techniques. Thus, our approach will only constrain-but not eliminate--investment banks' ability to manipulate fair-price measurements.
C. Scrutinizing the Banker-Company Relationship
As discussed, 110 the nature of the relationship between investment banks and corporations creates conflicts of interest that tend to produce a pro-management bias in fairness opinions. Courts should reduce this bias by scrutinizing the banker-corporation relationship. As a first step, courts should discount fairness opinions for which any part of the bank's fee is contingent. Fees contingent on results other than the eventual purchase price are especially suspect because they give banks no countervailing incentives to increase the purchase price. Although some courts have realized that investment banks in such situations hardly function as independent and objective advisors," 1 most courts have not expressed such concerns about contingent fee arrangements.
2
One might respond that contingent fees create efficiencies that make their use desirable. In particular, contingent fees may give investment banks performance incentives. For example, fees contingent on the price shareholders receive for their shares will give banks an incentive to increase the purchase price. Fees that are contingent on winning a proxy contest or on procuring a white knight will provide incentives to assist in the proxy contest or to look for a white knight. We do not suggest, however, that investment banks should be prohibited from negotiating and executing any type of fee arrangement, including contingent fees. 11 3 Rather, we only point out that courts must recognize the inevitable conflicts of interest that contingent fees create and should accordingly discount fairness opinions written under contingent fee arrangements.
Note that the beneficial incentives created by contingent fees do not relate to fairness opinions themselves; rather, the incentives operate with respect to other services provided by investment banks. If managers want both unbiased fairness opinions and contingent fee arrangements, they can hire a second investment bank solely to write a fairness opinion. By doing so, they maintain incentives for the bank in charge of the bulk of a transaction without creating a conflict of interest for the bank writing the fairness opinion. Managers, though, remain free to obtain fairness opinions from banks compensated under contingent fees (opinions to which courts will give less weight) or, for that matter, to obtain no fairness opinions whatsoever.
Hiring a second investment bank-preferably one that is not involved in other aspects of the transaction and has no longstanding relationship with the corporation-is preferable to eliminating the contingent fee for other reasons as well. As we have shown, even noncontingent fees create incentives to render pro-management fairness opinions; these pro-management opinions usually help to create followup work for the writing bank. If, however, a bank writing a fairness opinion is not involved with other aspects of the transaction, such a bank will not be influenced by the possibility that a particular fairness opinion might create more work. Furthermore, hiring an "outside" bank will reduce the psychological and social factors that tend to create pro-management fairness opinions. A second investment bank will be at a distance from the transaction and thus more likely to write a more neutral opinion.
Retaining a second investment bank just to write a fairness opinion will of course create some costs. This second bank will have to duplicate some of the lead bank's work. Lacking familiarity with the company, an "outside" bank will need to do more work to determine fair prices than would an investment bank that already knows the company. A second bank might also be hard to find. By writing a fairness opinion for a fairly small fee, such a bank disqualifies itself from representing other potential 113. One might draw an analogy, though, to the position of public accountants, which is similar to that of investment bankers. Managers hire accountants in order to certify books prepared under management supervision. Accountants, however, may not be compensated by contingent fees. [Vol. 1989:27/ bidders for the company and earning a significantly larger fee. Lastly, although the second investment bank earns only a relatively small fee, it stands to bear all the possible liability.
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One should not, however, exaggerate the extent of these costs. The cost of issuing a fairness opinion is often trivial in relation to the amounts involved in a transaction as a whole."1 5 The concern about disqualification would seem to apply only in the context of hostile takeovers; a bank asked to evaluate the fairness of a merger or a freeze-out price would have little hope of being hired by a newly emerging bidder. Furthermore, market forces can respond to concerns about disqualification; if these concerns really matter, some specialized investment banks that do nothing but write fairness opinions (and thus do not have to worry about disqualification) will emerge. Lastly, investment banks can insure against legal liability and, in any case, the threat of legal liability will have positive effects as investment banks exercise more care and neutrality in rendering fairness opinions.' 6 
D. Residual Skepticism
Even if courts follow the above approach, we feel that they should still use substantial caution in relying on fairness opinions. While our approach addresses some of the problems inherent in fairness opinions, significant residual problems remain. First, although our approach does much to reduce the discretion rooted in the definition of fairness, investment banks would retain significant discretion in measuring fair price. Estimating the value of uncertain future income streams, assets that are not openly traded in the market, or prices that companies would command in an auction that is never held is an inherently subjective and imprecise activity. Specifying price ranges and performing sensitivity analyses would reduce these subjective elements, but even these remedies would not magically transform fairness opinions into objective yardsticks of a company's value.
Second, our approach does not completely eliminate all incentives for banks to write pro-management fairness opinions. The scrutiny we propose would reduce the conflicts of interest inherent in the fee structure, but would not reduce the incentives created by the desire to retain and attract clients. Even uninvolved "outside" banks would still have [Vol. 1989:27 incentives to deliver opinions that retain and attract clients. t1 7 Third, even if these reputational incentives to render pro-management opinions were absent, the simple fact that managers select investment banks leads to biased opinions. Investment banking firms are likely to differ in how they measure fair prices and in whether their estimates tend to come out high or low. For example, it might become known that a particular bank tends to rely on adjusted share prices to determine fair prices. Managers could select that bank if such a method of determining price were likely to result in the desired fairness opinion.
Fourth, courts would have to remain aware that fairness opinions are, in part, necessarily based on information provided by managers themselves, such as managerial opinions about future business prospects ' " 8 or internal profit forecasts.'1 9 Managers have an obvious incentive to provide banks with the kind of information that tends to encourage pro-management opinions.' 2° Investment banks generally do not verify the information they receive in preparing their opinions;' 2 ' rather, they premise their opinions on the assumption that the information given to them is accurate and complete.' 2 For this reason as well, fairness opinions will tend to remain pro-management in character.
In light of these residual problems, the question arises whether courts should simply ignore fairness opinions. We think not: for all their problems, fairness opinions have a positive potential. Although investment banks retain some discretion, many prices will clearly fall inside or outside specified reasonable price ranges and banks will thus have to find those prices fair or unfair, Even though investment banks will have incentives to develop pro-management reputations, if they are too blatant about it, they will risk losing credibility with the courts. Therefore, as 117. Such incentives would be especially strong for investment banks that specialize in writing fairness opinions. Those banks would derive a significant part of their revenues from these opinions. A reputation for not agreeing with managers would go to the heart of their business.
118. See ag., Crouse-Hinds Co. & Belden Corp., supra note 9, exhs. C, D (both investment banks, in preparing their fairness opinions, held discussions with management about future business prospects).
119. See, e.g., Alleghany Corp. & Investors Diversified Servs. Inc., supra note 9, annex III (Merrill Lynch using internal forecasts in developing its fairness opinion).
120. One commentator has proposed that directors should be under a duty to convey accurate information to investment banks. See Note, supra note 12, at 132-33. Such a rule might prevent outright lies, but not more subtle forms of bias. long as excessive judicial reliance on fairness opinions is avoided, such opinions do have the potential for serving a useful function.
IV. CONCLUSION
The purpose of this Article has been to analyze the problems with fairness opinions and to suggest a judicial approach for evaluating such opinions. Fairness opinions are problematic because investment banks have substantial discretion in rendering such opinions. The banks' discretion derives from two sources: first, the concept of fair value is not clearly defined, and banks can thus choose among several proposed definitions of fairness; second, the subjective nature of the estimation process creates discretion in measuring fair price, however it is defined.
Investment banks face conflicts of interest that lead them to use their discretion to render pro-management fairness opinions. For one, pro-management opinions generally increase banks' revenue. Such opinions make banks more likely to receive contingent fees or, where a bank does not receive a contingent fee, generate further work. Furthermore, rendering pro-management opinions will help banks to retain and attract clients. These incentives are enhanced by psychological and social loyalty that some bankers may feel towards managers. Neither the desire to preserve a professional reputation nor the presence of internal procedures will significantly reduce these problems.
To deal with these problems, we rec'ommend an approach that helps courts to scrutinize definitions of fair price, the measurement of fair price, and the company-banker relationship. First, courts should develop a definition of fair price that they consider proper. Investment banks, in turn, should disclose their definitions of fair price. Second, to reduce discretion in the measurement of fair price, the weight given to a fairness opinion should depend on whether the opinion contains information on the range of fair prices and on the sensitivity of the price estimate. Third, courts should discount fairness opinions when the writing bank is compensated by a contingent fee, when it is involved in other aspects of the transaction, and when it has had prior dealings with the company at issue. This discounting will reduce incentives for rendering pro-management opinions. In any case, since the recommended approach would reduce, but not eliminate, discretion and pro-management incentives, courts should exercise substantial caution in assessing and giving weight to fairness opinions.
